PJH:10/5/99
Regulation 1540. Advertisng Agencies, Commercid Artists and Desgners.

() Advertisng Agenciesy-asAgentef-Client-or-asNon-Agent.

(1) Generd. Advertisng agencies provide clients with both services and tangible persona property.
Savices include, without limit, consultation, consumer research, and media placement.  Tangible
persona property includes, without limit, video and audio productions, print advertisements, brochures,
finished artwork, and other printed matter. When an advertisng agency provides services unrelated to
the trander of tangible persond property or when the tangible persond property transferred is incidenta

to the sarvices, the charq& for those serwc& ae nontaxable An-agent-is-one-who-represents

Application of tax to the sde of tangible persona propety and any services rdated to the sde is
dependent on the type of property being sold and the reldti ondup of the advertlan agency to the dient.

(2) Spedific Stuations Determinaion-of- Status.

(A) Electronic or Digital Artwork. Hems-Aeguired-from-Outside-Seurees: Electronic or digital art is

the process of using computer software and hardware to compile or compose finished art. Elements of
the process include: creation of original artwork or photographs, scanning of artwork or photographs,
composition and design of text |nsert|on and manlpulatlon of scanned and origind digita artwork,
photographs, or text, A \—ach h »

A transfer of dectronic or digitd art from an advertisng agency, commercia atis or designer to adient

or to a third party on behdf of a dlient that includes text or images or a combination of both, is not
taxable if, (1) the file contaning the dectronic or digitd at is tranderred through remote
telecommunications, such as a modem, or (2) the file is downloaded on the client’s computer by the
advertising agency, commercia artist or desgner and the dlient does not obtain title to or possesson of
any tangible persond property, such as a diskette or compact disk. The advertisng agency, commercid
atist, or designer should document the downloading of dectronic artwork in the manner set forth in
subdivison (d)(2).Trander of afile qudifying as eectronic or digita pre-press ingruction as defined by
the provisons of Regulation 1541, Printing and Related Arts, is nontaxable. Fo-establish-that-aparticular
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A trander of title to or possesson of afile on electronlc media, such as a diskette or compact disc, is
sublect fotax asstated in subd|V|son (d)(2)

(B) Agency Acting as an Agent for Its Client. HemsPrepared-by-Ageney. An agent is one who
represents another, cdled the principd, in dedlings with third persons. (Civil Code, Section 2295.) To
the extent an advertisng agency acts as an agent of its client in acquiring tangible persona property, it is
neither a purchaser of the property with respect to the supplier nor a seller of the property with respect
to its principd. Because of the unigue rdationship between advertisng agencies and dients, it is
rebuttably presumed that an advertisng agency qudifies as an agent when acquiring tangible persond
property on behdf of its dient. However, an agency is not an agent of its client with respect to tangible

persond propertv fabrlcated or produced |n -house by the agency’s own employe& and sold to its

As an agent for its client, sdes or use tax is due on the purchase price from the suppliers to the
advertisng agency. Tax does not aoply to the charge made by an advertisng agency to its client for
reimbursement, including tax reimbursement, charged by a supplier or to charges or fees for an agency's
sarvices directly related to such acquisitions of tangible persond property.

An advertisng agency may not issue a resale certificate when making purchases as an agent. 1t will be
presumed that an advertisng agency who issues a resde cetificate to a supplier is purchasing tangible
persond property on its own behdf for resde and is not acting as an agent for its client. However, the
advertising agency may provide evidence to prove that the presentation of the resde certificate was
erroneous and that the advertisng agency was acting as an agent of its dient. |If the resde certificate
was issued in eror, the advertisng agency is liable for use tax on the cost of tangible persond property
purchased under the certificate unless, 1. The agency has dready paid tax to the supplier or to the
Board, or 2. The client has salf-reported the tax.

(3) Advetisng Agencies Acting as Retallers.

(A) Election of Non-Agent Status. An advertisng agency may e ect non-agent status with respect to
sAes to its dient.  This dection must be supported by a specific written satement in its contract or
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agreement with the dient.  Alternativealy, a gatement may be included on an agency’s invoice to its
dient. Statements should indude the following or smilar language: “ (Agency name) does not quaify as
an agent of (client name) for purposes of this transaction.”

An agency that eects non-agent gatus is a retailer with respect to tangible personad property sold to its
dients. The agency may issue aresale catificate to its suppliers for tangible persond propety thet it is
planning to resall to clients or to incorporate into property that will be sold to clients.

The taxable sgling price is the separatdly stated charge for the tangible persond property. |If thereisno
sparately sated charge, the taxable salling price may be calculated as shown in subdivision (b).

(B) ltems Produced or Fabricated by an Agency In-House. Advertisng agencies are retailers of
tangible persona property produced or fabricated by their own employees. Advertisng agencies are
not agents of thar clients with respect to the acquisition of materids incorporated into items of tangible
persond property prepared by their employees. However, in the case of intermediate production or
printing aids used by the agency’ s employees to fabricate tangible persona property, it will be presumed
that an advertising agency passestitle to the aids to the client prior to use by the agency and the measure
of tax will be computed in the same manner as provided in Regulation 1541 for specid printing aids.
Intermediate production _or printing ads include, but are not limited to, artwork, illugrations,
photography, photo engravings, and other Ssmilar maerids.

Except for atwork, tax is due on the taxable sdling price of tangible persond property fabricated or
produced by the agency’s employees.  Artwork shdl be taxed in the manner set forth in subdivison
(b)(D) or (d)(1). An advertisng agency should issue a resale cetificate for items that become an
ingredient or component part of such tangible persond property and for intermediate production or
printing aids. The term “ingredient or component part of other tangible persond property” includes only
those items that become physicaly incorporated into the property and not those which are merdy
consumed or used in the production of the property sold.

(b) Lump-Sum Sdaes of Tangible Personal Property. Apphication—of—Tax—to—Charges—Made—by
Nt :

(1) An agency that has a contract or agreement to sdll tangible persona property for a lump-sum
amount is a retaler of the tangible persond property and tax applies to the lump-sum sdling price,
except for atwork. An advertisng agency, commercid arttis or designer making a lump-sum sde of

tangible persond proper[y to a client may issue aresde certlflcate to a suppller Agmey—Aetmg—es
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On sdes of atwork for which an advertisng agency, commercid arttist or desgner makes a lump-sum
charge that includes both the nontaxable services defined in subdivison (d)(1) and finished art, it will be

rebuttably presumed that 75% of the Iumr}sum chargeisfor the nontaxable Services. Iar—aepl-reete—de

(2) Taxable Sdling Price. Ageney-Acting-2 <
If advertisng agencies, commercid artists or designers combine charges for nontaxable sarvices, such as
media placement, with the charges for tangible persona property of which the agencies, artists or
designers are the retalers, they shdl report a “taxable sdling price’ for the tangible persond property
that includes the total of: 1. direct labor, 2. the cost of purchased items that become an ingredient or
component part of the tangible persona property and the cost of any intermediate production or printing
aids, and 3. a reasonable markup. An advertisng agency, commercid artist or designer must_keep
suffrcrent records to document the basis for the reported taxable sling prrce (See—&rb%ﬂen—(a)(—@-ﬁer

(3) Specific Nontaxable Charges. Senvieces-and-Expenses—\When-Nentaxable. The fallowing and
smilar fees, commission, and sarvices are nontaxable if separatedy sated. If not separatdy stated, these

charges are not considered direct labor when caculating ataxable sdling prlce as defined in subdivison
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(A) Agent fees added to purchases of tangible persond property by agencies established as agents
for their dients as compensation for their performances of services reated to such purchases.

(B) Media commissons derived by agencies for placement of advertisng whether paid by the
medium, by ancther agency, or by the dient. The service of placing of advertisng isnot asarvicethat is
apart of asde of tangible persona property.

(C) Commissions paid to agencies by suppliers. Examples of such commissions are those paid to an
agency by apremium manufacturer (or distributor) or adirect-by-mail supplier.

(D) Consultation and concept development fees related to client discussion, development of ideas
and other services. Tangible persond property produced as a result of these sarvicesisincidenta to the
sarvice and nontaxable.

(E) Research or account planning that entail consumer research and the application of that research
to the client’ s business or indudtry.

(F) OQudity control supervison that entails the proofing and review of printing and other products
provided by outside vendors.

(G) Separatdy stated charges for the formulation and writing of copy.

(4) Taxable Charges for Agencies Acting as Retallers. Specific-Apphications: All other commissons,
fees or sarvices exclusively relaed to the production or fabrication of tangible persond properly are
taxable and are considered part of direct labor. Such charges include retouching of photographs or
other artwork for reproduction, provided the retouching is intended to improve the qudity of the
reproduction. Retouching for the purpose of repairing or restoring a photograph to its origind condition

is not taxable.
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(5) Charges and Transactions Governed by Other Regulations.

(A) Video or Film Productions. If video or film productions provided by an advertisng agency to
dients are qudified production services, the application of tax is determined by Regulation 1529,
Motion Pictures.

(B) Audio Productions. An audio production provided by an advertisng agency to a dient fdls
under the provisons of Regulation 1527, Sound Recording. Tax will apply as defined by that

requlation.

(C) Typography. Tax applies to charges for typography or composed type obtained from outside
vendors as provided in Regulation 1541, Printing and Related Arts
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Gengrd. Commercid artists and designers provide sarvices, eectronic artwork, and tangible persond
property to their clients. Services include, but are not limited to, the creation and development of idess,
concepts, looks, or messages.  Electronic_artwork can be trandferred ether through remote
telecommunications, such as a modem, or by eéectronic media such as diskettes or compact disks.

Tangible personal property includes both dectronic media on which éectronic artwork is transferred to
the client and hard copies of the éectronic artwork, or manualy created art. “Finished art” means the
final art used for actua reproduction by photomechanica or other processes, or used for display. It
includes, but is not limited to, eectronic art, illustrations (e.q. drawings, diagrams, haftones, or color
images), photographs, paintings, and handlettering.  Blueprints, diagrams, and ingructions for sgnage
furnished to a client as the result of ermronmentd qraohlc d&aqn svices are not “finished at.” Fax

An advertisng agency that provides credtive or development services for the sole purpose of furnishing
finished art to their dientsis subject to tax as provided in subdivison (d).

(d) Application of Tax to Commercud Artlsts Desqners and Advems ng Aqencnes Hems Purchased
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(1) Services. Savices performed to convey ideas, concepts, |00ks or messages to a client may result
in atransfer, enhancement or revison of either eectronic artwork, hard copies of eectronic artwork, or
copies of manudly prepared artwork. If charges for such services are separatdy stated as “design
charges,” “preliminary art,” “concept development,” or any other designation that clearly indicates that
the charges are for such sarvices and not for finished art, they are nontaxable unless the contract of sde
provides that the commercid artist or designer or advertisng agency will pass to the dlient title or the
right to permanent possession of the dectronic media or hard copy.

A commercid artist or designer or advertisng agency who provides nontaxable servicesis the consumer
of tangible persond property used in the performance of such sarvices and tax applies to the sde of
property to the commercid artist or designer or advertising agency.

(2) Electronic Artwork and Finished Art. A trandfer of eectronic artwork from a commercid artist or
designer or advertisng agency to a customer or to athird party on behaf of the cusomer is not taxable
if the file containing the eectronic atwork is tranderred through remote telecommunications, or if thefile
is loaded on the customer’s computer by the commercid artist or designer or advertising agency, and
the customer does not obtain title to or possesson of any tangible persond property, such as eectronic
media.  The graphic artist or advertisng agency should document his or her transfer and loading of
eectronic atwork on the client’s computer by a statement on the invoice or contract with the following
language: “ This dectronic atwork was loaded onto my computer by (graphic artist’s or sdller’s name).
No dectronic media, such as diskettes or compact disks, or hardcopies containing the artwork were
tranderred to me”  This statement should be sSigned or initided by the dlient. When such a satement is
timey completed, it will be rebuttably presumed that the trandfer of dectronic artwork is nontaxable.
To be timdy completed, the satement must be initided or Sgned a the time the file is loaded or a the
point the transfer is invoiced to the client. In lieu of the statement, the commercid artist or designer or
advertisng agency may provide other substantive evidence indicating that the artwork was transferred in
an exempt manner.

The dectronic or manua preparation of finished art for use in reproduction or display is not a service.
Unless trandferred or inddled in the manner set forth in the preceding paragraph, tax applies to dl
charges for finished art, induding to dl charges for any rights, as provided in subdivison (d)(4), sold
with the finished art, such as, without limitation, copyrights or digtribution and production rights. If
charges for finished art are combined with nontaxable services described in subdivison (d)(1), tax may
be reported on a cdculated sdling price, as defined in subdivison (b2) provided the retail sdling price
a0 indudes the vaue of rights as provided in subdivison (d)(4). In lieu of usng a cdculated sdling
price, commercid artists and designers or advertisng agencies may use the method described in (b)(1),
that is, it will be rebuttably presumed that 75% of a combined chargeisfor the nontaxable services.

If the commercid artist or designer or advertising agency uses any intermediate production or printing
ads in the creation of the finished art, it will be presumed thét title to the aids was passed to the dlient
prior to use by the commercid artis or desgner or advertisng agency. The measure of tax for these
ads will be computed in the same manner as provided by Regulation 1541 for specid printing aids.
Intermediate production _or printing ads include, but are not limited to, artwork, illugrations,
photography, photo engravings, and other Smilar maerids.
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(3) Sonage. Tax does not apply to the services to create Sngle copies of blueprints, diagrams, and
ingructions for sgnage provided as a result of environmenta graphic design. Reproduction charges for
additiona copies are taxable.

(4) Reproduction Rights. Charges for the transfer by a tangible medium of a photograph or of finished
at for purposes of reproduction are taxable even though there is no transfer of title to the person
reproducing the photograph or work of art. Charges for the right to use the photograph or finished art
which has been tranderred by tangible medium in the production of tangible persona property are
taxable. Charges for alicense, copyright, or subpart of a copyright (such as a right to reproduce or to
prepare derivative works) to exploit the photograph or finished art are taxable if they are sold dong with
the photograph or finished art transferred by tangible media or they are sold by a subsequent contract
entered into within one year of the origind transfer of the photograph or finished art.

Tax does not apply to asde of an additiond license, copyright, or the subpart of a copyright, or to the
recaipt of roydties recaived from the exploitation of a copyright, or subpart thereof, if such sde or
receipt of roydties occurs more than one year from the date of the origind trandfer of the physica media
containing the photograph or work of art so exploited. Such copyrights or roydties are not considered
to_have been sold dong with finished at tranderred by tangible media for the purposes of this
subdivison and are deemed sdes of nontaxable intangible property.

This limitation does not apply to sdes or tranders for reproduction by a subsequent owner of the
photograph or finished art, such as a stock photo or stock artwork house; however, where the stock
photo or sock artwork house is merdly acting as an agent for the origind artist or photographer, the
above limitation applies.

(5) Webstes. The design, editing or hosting of an dectronic webdgte in which no tangible persond
property is transferred to the customer is not subject to tax.

(e) Items Purchased by an Advertisng Agency or by an Artist or Designer. An advertisng agency, or
commercid atid, or desgner is the consumer of tangible persona property used in the operation of its
business. Tax appliesto the sde of such property to the agency, artist, or designer.

Note: Authority:Section 7051, Revenue and Taxation Code.
Reference Sections 6006, 6010.3 and 6015, Revenue and Taxation Code.



